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[*1]

Treasury and the Internal Revenue Service understand that certain U S
taxpayers (primarily multinational corporations) have entered into or may be
considering a variety of abusive tax-notivated transactions with a purpose of
acquiring or generating foreign tax credits that can be used to shelter |ow
taxed foreign-source inconme fromresidual U S. tax. These transactions generally
are structured to yield little or no econonmic profit relative to the expected
U S. tax benefits, and typically involve either: (1) the acquisition of an asset
that generates an incone stream subject to foreign w thholding tax, or (2)
ef fective duplication of tax benefits through the use of certain structures
designed to exploit inconsistencies between U. S. and foreign tax |laws. This
noti ce announces that Treasury and the Service will address these transactions
t hrough the issuance of regulations as well as by application of other
principles of existing |aw, and requests public comrent with respect to these
and related foreign tax credit issues.

| . BACKGROUND

United States persons are subject to U.S. incone tax on foreign-source as
well as U.S.-source incone. Subject to applicable Iimtations, [*2] U.S.
persons with foreign-source incone may credit income taxes inposed by foreign
jurisdictions against their U S. incone tax liability on foreign-source incone.

Wor | dwi de taxation of U S. persons coupled with the all owance of a foreign
tax credit establishes general tax neutrality between foreign and donestic
investnment by U S. taxpayers. A tax systemthat sinply exenpts foreign-source
i ncome fromtaxation creates an incentive for citizens and residents to invest
overseas in lowtaxed jurisdictions. On the other hand, worldw de taxation
wi thout a foreign tax credit creates double taxation that distorts investnent
decisions by inhibiting foreign investnent or business activities. The foreign
tax credit provisions of the Code, principally sections 901 through 907 and 960,
ef fectuate Congress's intent to provide relief fromdouble taxation and
alleviate these distortions. American Chicle Co. v. United States, 316 U S. 450
(1942); Burnet v. Chicago Portrait Co., 285 U S. 1 (1932).

In contrast to certain tax credits that are intended to create an incentive
for taxpayers to invest in certain activities, such as the research [*3] credit
under section 41 or the | owinconme housing credit under section 42, the foreign
tax credit is designed to reduce the disincentive for taxpayers to invest abroad
that woul d be caused by double taxation. In other words, the foreign tax credit
is intended to preserve neutrality between U S. and foreign investnent and to
mnimze the effect of tax consequences on taxpayers' decisions about where to
i nvest and conduct busi ness.

Rel i ef from double taxation generally is not calcul ated separately with
respect to each dollar of foreign-source incone and tax. The foreign tax credit
l[imtation or "basket" regime of section 904(d) permts, to alimted extent, a
credit for foreign tax inmposed with respect to incone taxed at a rate in excess
of the applicable U.S. rate to shelter fromU. S. tax income fromother, simlar
i nvestments and activities that are subject to a relatively lowrate of tax (the
"cross-crediting regine"). Accordingly, the foreign tax credit provisions do not
limt credits on an itemby-itembasis. Rather, subject to certain restrictions,
the provisions permit cross-crediting of foreign taxes inposed with respect to
speci fied groups or types of incone as consistent [*4] wth the interrel ated
quality of multinational operations of U S. persons.



Mul ti national corporations that are subject to relatively low rates of tax on
their foreign-source income nmay be in an excess limtation position. Generally,
such taxpayers may properly use credits for foreign taxes inposed on high-taxed
foreign income to offset residual U S. tax on their |lowtaxed foreign incone.
Treasury and the Service are concerned, however, that such taxpayers nmay enter
into foreign tax credit-generating schenes designed to abuse the cross-crediting
regime and effectively transformthe U S. worldw de system of taxation into a
system exenpting foreign-source income fromresidual U S tax.

This result is clearly inconpatible with the exi stence of the detailed
foreign tax credit provisions and cross-crediting limtations enacted by
Congress. No statutory purpose is served by permtting credits for taxes
generated in abusive transactions designed to reduce residual U S. tax on | ow
taxed foreign-source income. The foreign tax credit benefits derived from such
transactions represent subsidies fromthe U S. Treasury to taxpayers that
operate and earn inconme in lowtax or zero-tax jurisdictions. [*5] The effect
is economcally equivalent to the tax sparing benefits for U S. taxpayers that
Congress and the Treasury have consistently opposed in the tax treaty context
because such benefits are inconsistent with U S. tax principles and sound tax
policy.

1. ABUSI VE ARRANGEMENTS

Treasury and the Service have identified two classes of transactions that
create potential for foreign tax credit abuse. The first class consists of
transactions involving transfers of tax liability through the acquisition of an
asset that generates an incone stream subject to foreign gross basis taxes such
as withhol ding taxes. Transactions described in this class nay include
acqui sitions of incone streans through securities |loans and sinilar arrangenents
and acquisitions in conbination with total return swaps. |In abusive arrangenents
i nvol ving such transactions, foreign tax credits are effectively purchased by a
U S. taxpayer in an arrangenent where the expected economic profit fromthe
arrangenent is insubstantial conpared to the foreign tax credits generated.

The second cl ass of transactions consists of cross-border tax arbitrage
transactions that permt effective duplication of tax benefits. Duplicate [*6]
benefits result when the U S. grants benefits and, in addition, a foreign
country grants benefits (including benefits froma full or partial inputation or
exenption system or a preferential rate for certain inconme) to separate persons
with respect to the same taxes or income. These duplicate benefits generally can
result where the U S. and a foreign country treat all or part of a transaction
or anount differently under their respective tax systens. |In abusive
arrangenents involving such transactions, the U S. taxpayer exploits these
i nconsi stenci es where the expected economic profit is insubstantial conpared to
the foreign tax credits generated.

The followi ng are exanpl es of abusive arrangenents within the scope of this
noti ce.

Exanple 1

On June 29, 1998, US, a domestic corporation, purchases all rights to a
copyright for $ 75.00. The copyright will expire shortly and the only incone
expected to be received with respect to the copyright is a royalty payable June
30, 1998. The gross anmount of the royalty is expected to be $ 100.00. The
royalty paynent is subject to a 30-percent Country X w thholding tax. On June
30, 1998, US receives the $ 100.00 royalty paynent, [*7] less the $ 30.00
wi t hhol di ng tax. US reasonably expects to incur a $ 5.00 economic |oss (having
paid $ 75.00 for the right to receive a $ 70.00 net royalty paynent), but
expects to acquire a $ 30.00 foreign tax liability. In this exanple, US has
ef fectively purchased foreign tax credits in a transaction that was reasonably
expected to result in an econom c | oss.

Exanpl e 2

On June 29, 1998, US, a donestic corporation, purchases a foreign bond for $
1096. 00 (including accrued interest). The foreign bond provides for annua



i nterest paynents of $ 100.00 payabl e June 30 of each year. The interest
paynments are subject to a 4.9-percent Country X w thholding tax. On June 30,
1998, US receives a $ 95.10 interest paynent on the bond (net of a $ 4.90
Country X withholding tax). On July 4, 1998, US sells the bond for $ 1001. 05.
Because the value of the bond is not reasonably expected to appreciate due to
mar ket factors, US reasonably can expect only a $ 0.15 economc profit (the $
1001. 05 sales price and the $ 95.10 net interest coupon, less the $ 1096.00
purchase price) and expects to acquire a $ 4.90 foreign tax liability. In this
exanpl e, US has effectively [*8] purchased foreign tax credits in a transaction
with respect to which the reasonably expected econonmic profit is insubstantial
inrelation to expected U.S. foreign tax credits. No inplication is intended as
to whether the interest described in this exanple will constitute high

wi t hhol ding tax interest under section 904(d) (2) (B)

Exanpl e 3

F, an entity that does not receive a tax benefit fromforeign tax credits,
wi shes to acquire a foreign bond with a value of $ 1000.00 that provides for
annual interest payments of $ 100.00. The interest paynents are subject to a
4.9-percent Country X withholding tax. Instead of purchasing the bond, F invests
its $ 1000.00 el sewhere and enters into a three-year notional principal contract
(NPC) with US, an unrel ated domestic corporation. Under the terms of the NPC, US
agrees to nake an annual payment to F equal to $ 96.00 and F agrees to nake an
annual paynent to US equal to the product of $ 1000.00 and a rate cal cul ated
based on LIBOR In addition, the parties agree that, upon termination of the
NPC, US will nake a paynment to F based on the appreciation, if any, in the value
of the foreign bond, and [*9] F will nake a paynent to US based on the
depreciation, if any, in the value of the foreign bond. In order to hedge its
obligations under the NPC, US purchases the bond for $ 1000.00. Assune that, in
connection with the purchase of the foreign bond, US incurs or maintains an
addi tional $ 1000.00 of borrowing at an interest rate equal to the LIBOR-based
rate provided for in the NPC

At the tine US enters into this arrangenent, US reasonably expects to incur
an annual $ 0.90 economic |oss each year under the arrangement (the $ 95.10 net
i nterest paynent on the bond plus the LIBOR- based ampunt received from F under
the NPC, |ess the sumof the $ 96.00 paynment to F under the NPC and the LIBOR
based anpunt associated with the $ 1000.00 borrowing incurred or nmintained in
order to acquire the foreign bond). In this exanple, US has effectively
purchased foreign tax credits in a transaction that was reasonably expected to
result in an econonic |oss.

Exanpl e 4

US, a domestic corporation, forns N, a Country X corporation, by contributing
$ 10.00 to the capital of N in exchange for the only share of N conmon stock. N
borrows [*10] $ 90.00 fromF, a Country X individual unrelated to US, at an
annual interest rate of 7.5 percent, and N purchases preferred stock of an
unrelated party with a par value of $ 100.00 or a bond with a face anbunt of $
100. 00. US reasonably expects the preferred stock or bond to pay dividends or
interest at an annual rate of 10 percent. Alternatively, rather than purchasing
preferred stock or the bond, Nlends $ 100.00 to US at an annual interest rate
of 10 percent.

Country X treats the F loan as an equity investnment and does not allow a
deduction for N s interest expense. Country X inposes an individual incone tax
and a corporate incone tax of 30 percent. Country X thus is expected to inpose a
$ 3.00 corporate incone tax each year on N. Country X has an inputation system
under whi ch dividends from Country X corporations are excluded fromthe gross
i ncome of Country X individuals. (A simlar result could be achieved if the
di vidends are wholly or partially exenpt from Country X tax due to a
consol idated return or group relief regime, a dividend-received deduction, or an
i mputation credit.)



At the tinme US enters into this arrangement, US [*11] reasonably expects
that N wll have annual earnings and profits of $ 0.25 ($ 10.00 divi dend or
interest income fromthe preferred stock or bond (or $ 10.00 interest income
fromthe loan to US), less $ 6.75 interest expense and $ 3.00 foreign tax
liability). US expects that each year Nwll pay a $ 0.25 dividend to US and US
will claima $ 3.00 foreign tax credit for taxes deened paid under section 902.
In this exanple, US has entered into an arrangenent to exploit the inconsistency
between U.S. and Country X tax laws in order to generate foreign tax credits in
a transaction with respect to which the reasonably expected economic profit is
i nsubstantial in relation to expected U S. foreign tax credits.

Exanple 5

US, a domestic corporation, forns N, a Country X entity. US contributes $
100.00 to the capital of N in exchange for a 100-percent ownership interest. N
borrows $ 900.00 fromF, an unrelated Country X corporation, at an annual
interest rate of 8 percent, and N purchases preferred stock of an unrel ated
party with a par value of $ 1000.00 that US reasonably expects to pay dividends
at an annual rate of 10 percent. [*12] The dividends are subject to a Country
Y 25-percent withhol ding tax.

Country X treats the F loan as an equity investnent in N and treats N as a
partnershi p. Consequently, F clains a foreign tax credit in Country X for 90
percent of the withholding tax paid by N. Under U S. law, the F loan is
respected as debt, and N is disregarded as a separate entity (a partnership with
only one partner). See Reg. § 301.7701-3(a) and § 301.7701-3(b) (2) (C. Thus,
USclainse a U S. foreign tax credit for the taxes paid by N and the tax benefit
of the foreign taxes paid by N are effectively duplicated.

At the time US enters into this arrangenent, US reasonably expects an annua
profit of $ 3.00 ($ 100.00 dividend incone, less $ 72.00 interest expense and $
25.00 foreign tax liability) and an annual foreign tax credit of $ 25. In this
exanple, US has entered into an arrangenent to exploit the inconsistency between
U S. and Country X tax laws in order to generate foreign tax credits in a
transaction with respect to which the reasonably expected economic profit is
i nsubstantial in relation to expected U S. foreign tax credits.

[11. REGULATIONS [*13] TO BE | SSUED PURSUANT TO THI S NOTI CE

Regul ations will be issued to disallow foreign tax credits for taxes
generated in abusive arrangenents such as those described in Part |l above.
These regulations will be issued under the authority of sone or all of the
foll owi ng sections of the Internal Revenue Code of 1986: section 901, section
901(k) (4), section 904, section 864(e) (7), section 7701(1), and section
7805(a) .

In general, these regulations will disallow foreign tax credits in an
arrangenent such as those described in Part Il above from which the reasonably
expected economic profit is insubstantial conpared to the value of the foreign
tax credits expected to be obtained as a result of the arrangenent. The
regul ations will enphasize an objective approach to cal cul ati ng expected
economic profit and credits, and will require that the determinati on of expected
economic profit reflect the Iikelihood of realizing both potential gain and
potential loss (including loss in excess of the taxpayer's investnent). Thus,
under the regul ati ons, expected economic profit will be determnined without
regard to executory financial contracts (e.g., a notional principal contract,
forward contract, [*14] or simlar instrunent) that do not represent a rea
econom ¢ investnent or potential for profit or that are not properly treated as
part of the arrangenent. Further, the regulations will require that expected
econonmic profit be determined over the termof the arrangenent, properly
di scounted to present val ue

It is expected that the regulations in general and any test relying on a
conpari son of economic profit and credits in particular would be applied to



di screte arrangenents. The utility of a test conparing profits and credits
depends upon the proper delineation of the arrangenent to be tested. If
necessary to effectuate the purposes of the regulations, a series of related
transactions or investnents nmay be treated as a single arrangenent or portions
of a single transaction or investnent nay be treated as separate arrangenents.
The proper grouping of transactions and investnments into arrangenments will
depend on all relevant facts and circunstances.

For exanple, a series of transactions involving a purchase and resal e m ght
be treated as a single arrangement. Simlarly, an investment together with
rel ated hedgi ng and financing transactions, e.g., a borrowi ng, an investnment,
[*15] and an asset swap designed to lint the taxpayer's econonic exposure wth
respect to the investnent, might be treated as a single arrangenent. In
addition, if a controlled foreign corporation, as part of its business, enters
into a buy-sell transaction involving a debt instrument, that buy-sel
transaction could be treated as a separate arrangenent.

In general, reasonably expected econonic profit will be deternmi ned by taking
into account foreign tax consequences (but not U S. tax consequences). However,
it is inappropriate in the context of the U S. foreign tax credit systemto
allow foreign tax credits with respect to abusive arrangenents sinply because
t he arrangenents generate substantial foreign tax savings. Accordingly, the
regul ations will provide that the cal cul ati on of expected economic profit will
not include expected foreign tax savings attributable to a tax credit or sinilar
benefit allowed by a foreign country with respect to a tax paid to anot her
foreign country.

In general, expected econonmic profit will be determ ned by taking into
account expenses associated with an arrangenent, wi thout regard to whet her such
expenses are deductible in determning taxable incone. [*16] For exanple, in
determ ning econonmic profit, foreign taxes will be treated as an expense. In
addition, interest expense (and sinilar anounts, including borrowing fees, "in
lieu of" paynents, forward contract paynents, and notional principal contract
paynments) generally will be taken into account in determ ning expected econonic
profit only to the extent that the indebtedness or contract giving rise to the
expense is part of the arrangenent.

In addition, the regulations will provide special rules that will operate to
deny credits for foreign taxes generated in abusive arrangenents invol ving asset
swaps or other hedging devices (including rules that allocate interest expense
to an arrangenment in certain cases other than pursuant to a tracing approach).
For exanpl e, an arrangenent involving a purchase of a foreign security coupl ed
with an asset swap that is designed to hedge substantially all of the taxpayer's
risk of loss with respect to the security for the duration of the arrangenent
generally will constitute an abusive foreign tax credit arrangenent even if the
t axpayer has not incurred indebtedness for the specific purpose of acquiring the
asset. However, the regulations will not [*17] treat arrangenents involving
debt instruments as abusive solely because the taxpayer dimnishes its risk of
interest rate or currency fluctuations, unless the taxpayer also dimnishes its
risk of loss with respect to other risks (e.g., creditor risk) for a significant
portion of the taxpayer's holding period. See Part VI of this notice for
additional rules for portfolio hedging strategies and partial hedges.

Under the foregoing principles, the regulations will not disallow foreign tax
credits nerely because income fromthe arrangenent is subject to a high foreign
tax rate. Treasury and the Service anticipate that credits for taxes paid to a
high-tax jurisdiction will not be subject to disall owance under the regul ations
absent other indicia of abuse.

The regul ations generally will not disallow a credit for w thhol ding taxes on
dividends if the holding period requirenent of section 901(k) is satisfied.
However, the regulations will operate to deternine whether foreign tax credits
with respect to cross-border tax arbitrage arrangenents (as described in Part
Il, above) will be disallowed, even if such credits arise with respect to
wi t hhol di ng taxes on dividends and the section 901(k) [*18] holding period is
satisfied. In addition, the regulations generally will apply to determ ne



whet her credits should be disallowed with respect to qualified taxes (as defined
in section 901(k) (4) (B)) that are not subject to the general section 901(k)
hol di ng period rule. For exanple, the regulations may disallow credits with
respect to gross basis taxes paid or accrued with respect to certain
arrangenents involving equity swaps and equity buy-sell transactions entered
into by securities dealers even if such credits would not have been disal |l owed
under section 901(k) pursuant to section 901(k) (4). See section 901(k) (4) (O

| V. EFFECTI VE DATE OF REGULATI ONS | SSUED PURSUANT TO THI S NOTI CE

The regul ations to be issued with respect to arrangerments of the kind
described in Part Il above generally will be effective with respect to taxes
paid or accrued on or after Decenber 23, 1997, the date this notice was issued
to the public. The effective date of the regulations issued pursuant to this
noti ce, however, will not Iimt the application of other principles of existing
law to determ ne the proper tax consequences of the structures or transactions
addressed in the regul ations.

V. I RS [*19] COCRDI NATI ON PROCEDURES

The Service intends to carefully exanmine foreign tax credits claimed in
arrangenents of the type described in Part Il to deternine whether such credits
shoul d be disall owed under existing | aw even wi thout application of the
regul ations to be issued pursuant to this notice. The Service plans to establish
early coordi nation procedures utilizing foreign tax credit experts in the
National Office and the International Field Assistance Specialization Programto
assi st exam ning agents in analyzing these transactions. These coordi nation

procedures will continue in effect follow ng i ssuance of the regulations to
ensure uniformand appropriate application of the regulati ons by examn ni ng
agents.

VI . OTHER FOREI GN TAX CREDI T GUI DANCE

Treasury and the Service are considering issuing other guidance to ensure
that foreign tax credits are allowed to U S. taxpayers in a manner consi stent
with the overall structure of the Code and the intent of Congress in enacting
the credit. For exanple, Treasury and the Service are considering issuing
addi ti onal regul ati ons under section 904(d) (2) (B) (iii) to address abusive
transactions involving high wthhol ding taxes. Treasury and [*20] the Service
are al so considering whether additional approaches nay be necessary to identify
abuses in the case of foreign gross basis taxes generally.

In addition, Treasury and the Service are considering various approaches to
address structures (including hybrid entity structures) and transactions
intended to create a significant msnmatch between the tinme foreign taxes are
paid or accrued and the tinme the foreign-source incone giving rise to the
rel evant foreign tax liability is recognized for U S. tax purposes. For such
structures and transactions, Treasury and the Service are considering either
deferring the tax credits until the taxpayer recognizes the incone, or
accel erating the incone recognition to the tinme at which the credits are all owed
(e.g., by allocating the credits or the incone under section 482).

Finally, Treasury and the Service are concerned about credits clainmed in
transactions described in Part |l above, with respect to assets or incone
streans that are hedged pursuant to portfolio hedging strategies and with
respect to hedges entered into with respect to assets or income streams that the
t axpayer hol ds w thout dimnished risk of loss for a significant period [*21]
of time.

In general, regulations addressing these other foreign tax credit issues wll
be effective no earlier than the date on which proposed regul ati ons (or other
gui dance such as a notice) describing the tax consequences of the arrangenents
are issued to the public. The effective date of any such regulations will not,
however, affect the application of other principles of existing |law to detern ne
t he proper tax consequences of the structures or transactions addressed in the
regul ati ons.
VI1. COWENTS



Conments are requested on the matters discussed in this notice. Witten
conments may be submitted to the Internal Revenue Service, P.O Box 7604, Ben
Franklin Station, Attention: CC DOM CORP:R (Notice 98-5), Room 5226, Washi ngton
DC 20044. Subm ssions may be hand delivered between the hours of 8 a.m and 5
p.m to CC.DOM CORP:R (Notice 98-5), Courier's Desk, Internal Revenue Servi ce,
1111 Constitution Avenue NW Washington DC. Alternatively, taxpayers may submit
comments directly to the IRS Internet site at
http://ww. irs.ustreas. gov/prod/tax regs/coments. htm. Comrents will be
avai |l abl e for public inspection and copyi ng.

For further information regarding this notice, contact [*22] Seth CGoldstein
or Rebecca Rosenberg of the Ofice of Associate Chief Counsel (International) at
202-622-3850 (not a toll-free call).



